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RECENT DEVELOPMENTS

JERROLD E. ANDERSON*

Related Party Transactions: A Primer
on Internal Revenue Code Sections 482
and 1059A for Customs Attorneys**
On January 21, 1993, U.S. Customs (Customs) issued a public notice intended
to clarify the transfer pricing rules for related parties.' The notice defined key
terms and explained fundamental concepts of customs valuation law with respect
to related party transactions. Although the notice merely summarized existing law,
it is significant because related party transfer pricing is currently an enforcement
priority for Customs. In a speech delivered at the March 1993 convention of the
National Customs Brokers and Freight Forwarders Association, the acting deputy
commissioner of Customs stated that the agency intends to raise revenue by more
closely scrutinizing the customs values declared by importers, particularly for
merchandise imported from related parties. 2
In addition to focusing on valuation issues in its own enforcement efforts,
Customs is also beginning to work more closely with the Internal Revenue Service
(IRS) on transfer pricing matters. Consequently, attorneys who advise clients on
customs matters should have at least a rudimentary understanding of the tax
*Associate, Customs and International Trade Department, Katten Muchin & Zavis, Chicago,
Illinois.
**This article derives from a paper the author presented at the April 1993 meeting of the Section
of International Law and Practice. Consequently, it reflects the status of the relevant tax regulations
at that time.
1. 58 Fed. Reg. 5445 (1993).
2. Peter M. Tirschwell, U.S. Customs to Scrutinize Import Values, J. COM., Mar. 15, 1993,

at 1.
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transfer pricing rules. Although numerous tax provisions impact transfer pricing,
customs attorneys will most commonly encounter Internal Revenue Code (IRC)
sections 4823 and 1059A. 4 These provisions will arise in most any discussion
between customs attorneys and a client's tax advisors. The discussion below is
intended to help customs attorneys identify tax issues that may arise in the context
of representing clients in customs valuation matters.
I. Internal Revenue Code Section 482
A.

GENERAL CONSIDERATIONS

1.Background
Tax planning for U.S. companies with foreign operations or for U.S. subsidiaries of foreign corporations is an extremely complex endeavor. However, most
such planning efforts involve a fundamental objective: to allocate income, deductions, credits, and the like, in a manner that reduces the company's aggregate tax
burden. When related or controlled entities are involved, a taxpayer may have the
ability to manipulate transactions to reduce its overall tax liability. The most
powerful weapon the IRS has to prevent or limit such manipulation is IRC § 482.
IRC § 482 grants the IRS the authority to "distribute, apportion, or allocate"
gross income, deductions, credits, and other tax attributes among related or controlled taxpayers 5to the extent deemed necessary to prevent the evasion of taxes or
to "more clearly reflect" the income of the involved taxpayers. 6 IRC § 482 is a
versatile tool for the IRS to apply when adjusting the tax liability of taxpayers under
audit. Although lately IRC §482 has received the most attention with respect to the
U.S. subsidiaries of foreign companies, it applies to both domestic and international
transactions. The underlying rationale for IRC § 482 is that transactions between
or among related parties should reflect economic reality.
The express purpose of IRC § 482 is to ensure that taxpayers clearly reflect
3. I.R.C. § 482 (1988).
4. Id. § 1059A.
5. " 'Controlled taxpayer' means any one of two or more taxpayers owned or controlled directly
or indirectly by the same interests." Temp. Treas. Reg. § 1.482-IT(g)(5) (1993). " 'Controlled,'
includes any kind of control, direct or indirect, whether or not legally enforceable and however
exercisable or exercised." Id. § 1.482-1T(g)(4). A presumption of control arises if income or deductions [are] shifted as a result of the actions of two or more taxpayers acting in concert or with a
common goal or purpose." Id. The 1968 final regulations contained the same definitions. Treas. Reg.
§ 1.482-1 (1968). Generally, "controlled" transactions subjectto I.R.C. § 482 would also be "related
party" transactions as defined by the Customs valuation statute, 19 U.S.C. § 1401a(g)(1) (1988).
6. I.R.C. § 482 (1986) provides as follows:
In any case of two or more organizations, trades, or businesses (whether or not incorporated, whether or not
organized in the United States, and whether or not affiliated) owned or controlled directly or indirectly by the same
interests, the Secretary may distribute, apportion, or allocate gross income, deductions, credits, or allowances
between or among such organizations, trades, or businesses, if he determsines that such distribution, apportionment,
or allocation is necessary in order to prevent evasion of taxes or clearly to reflect the income of any suchorganizations, trades, or businesses. Inthe case of any transfer (or license) of intangible property (within the meaning of
Section 936(h)(3)(13)), the income with respect to such transfer or license shall be commensurate with the income
attributable to the intangible.
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income attributable to controlled transactions and thus prevent the avoidance of
taxes with respect to such transactions. 7 The IRS uses IRC § 482 to place a
controlled taxpayer on parity with an uncontrolled taxpayer in a similar situation.8
The IRS (generally at the district director level) may make allocations between
or among members of a controlled group. Such allocations may adjust income,
deductions, credits, allowances, basis of assets, or any other item affecting the
taxable income of a controlled group, or any of its members. To apply IRC § 482,
the IRS does not require taxpayer intent to evade or avoid tax liability. 9
The Tax Reform Act of 1986 (the Act)'0 amended IRC § 482 to require that
consideration for intangible property transferred in a controlled transaction be
"commensurate with the income attributable to the intangible."" The legislative
history underlying the Act indicates that Congress intended the change to ensure
that the division of income between related parties reasonably reflects the economic activities that each undertakes.' 2 Congress also expressed concern that
insufficiently stringent standards had been used in determining whether an uncontrolled transfer compared to a controlled transfer.' 3 The Conference Committee
report on the Act recommended that the IRS conduct a comprehensive study of
transfer pricing and consider whether IRC § 482 should be "modified in any
respect."4 In response the Treasury Department and the IRS conducted an exhaustive study of intercompany pricing. They issued a report summarizing the
study, known as the White Paper, on October 18, 1988.'" Although the White
Paper focused on transfers of intangible property, 6 it also addressed the application of IRC § 482 to other types of transactions.
Based in part on public comments it received regarding the White Paper, the
IRS issued proposed regulations pursuant to IRC § 482 on January 30, 1992. "
The proposed regulations would have radically altered the manner in which the
IRS tests the economic validity of controlled transactions. The most significant
7. Temp. Treas. Reg. § 1.482-1T(a) (1993).
8. Id.

9. Id.§ 1.482-1T(d).
10. Pub. L. No. 99-514, 100 Stat. 2085 (1986).
11. I.R.S. Notice 88-123, 1988-2 C.B. 458.
12. H.R. REP. No. 841, 99th Cong., 2d Sess., pt. 2, at 11-637 (1986).
13. H.R. REp. No. 426, 99th Cong., 1st Sess. 425-26 (1985).
14. H.R. REP. No. 841, supra note 11, at 11-638.
15. I.R.S. Notice 88-123, supra note 11.
16. In the White Paper the IRS primarily attempted to address the transfer of intangible property
among related parties, with the objective of developing standards to implement the "commensurate
with income" standard added to IRC § 482 by the Tax Reform Act of 1986. In the White Paper the
IRS proposed the basic arm's length return method as a bench mark for measuring the income from
intangible assets realized by related parties. Under this method an arm's length return was applied
to the value of the transferred intangibles to estimate the income arising from such intangibles. The

IRS also asserted in the White Paper that the commensurate with income standard generally required
periodic adjustments to long-term contracts involving the transfer of intangible assets, even if the
involved parties exchanged a lump sum payment for the asset. Id.
17. 57 Fed. Reg. 3571 (1992).
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proposed change to the established rules concerning the transfer of tangible and

intangible property was the introduction of a new pricing method known as the
comparable profit interval method. ' 8 This method looked to the average profitabil-

ity of unrelated parties in broad business sectors and required the use of financial
information that was not readily available to most taxpayers. The proposed regulations also abandoned the traditional arm's length standard for evaluating transactions under IRC § 482.'9 This fact-based determination is somewhat analogous

to the "circumstances of sale" test applied by Customs in evaluating the validity
of transaction value between related parties. 20 Tax attorneys and practitioners
harshly criticized the 1992 proposed IRC § 482 regulations largely because they
departed from the arm's length standard.

In response to the public criticism of the 1992 proposed regulations, on January
21, 1993, the Treasury Department issued three sets of new regulations:2' (1) temporary regulations under IRC § 482 that supersede both the existing final and the
1992 proposed IRC § 482 regulations with certain narrow exceptions; 22 (2) new

proposed regulations under IRC §482 that primarily involve "profit splits" ;23 and
(3) proposed regulations on penalties for misstatements in transfer pricing under

18. With respect to transfers of tangible property the proposed regulations retained the basic
methods set forth in the final regulations issued in 1986. In order of priority the proposed regulations
provided the following methods for evaluating transfers of tangible assets: (1) the comparable uncontrolled price method; (2) the resale price method; (3) the cost plus method; and (4) other "reasonable"
methods. The proposed regulations also recommended retaining the comparable uncontrolled price
method as the preferred method of evaluating tangible asset transfers. However, the IRS proposed
allowing the use of the other three methods only if the resulting allocated income fell within a
"comparable profit interval" or "CPI." The IRS derived the CPI from the results of operations for
comparable companies for the year at issue, the preceding year, and the following year. If the taxpayer
did not meet the CPI requirement, the IRS could adjust the transfer price to produce operating income
at the "most appropriate point" in the CPI. With respect to intangible property transfers the proposed
regulations adopted the following methods, in order of priority: (1) a matching transaction method
similar to the comparable uncontrolled price method for tangible property; (2) the comparable adjustable transaction method; and (3) the comparable profit method. The second two methods were both
subject to the CPI requirement summarized above. Id. at 3574-77.
19. The earliest predecessor of I.R.C. § 482 was Revenue Act of 1921, ch. 136, § 240(d), 42
Stat. 260 (1921). Related regulations issued in 1935 applied the arm's length standard as the basic
method for evaluating transactions among related parties. Treas. Reg. § 86, § 45-1(b) (1935).
20. "The transaction value between a related buyer and seller is acceptable for the purposes
of this subsection if an examination of the circumstances of the sale of the imported merchandise
indicates that the relationship between such buyer and seller did not influence 'the price actually
paid or payable ..
" 19 U.S.C. § 1401a(b)(2)(B) (1988).
21. 58 Fed. Reg. 5263 (1993).
22. The temporary regulations do not affect the final regulations on controlled transactions involving loans and advances, services, and the use of tangible property. See Treas. Reg. § 1.482-2 (1969).
They also retain the portion of the 1992 proposed regulations that set forth detailed standards for
establishing a valid cost-sharing arrangement. Essentially, a cost-sharing arrangement is an agreement
to share the costs associated with the development of an intangible asset. If properly structured, the
arrangement can be used to support the manner in which the income from such intangibles is allocated
among related parties. See Prop. Treas. Reg. § 1.482-2(g), 57 Fed. Reg. 3571 (1992).
23. 58 Fed. Reg. 5310 (1993).
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IRC § § 6662(e) and (h).24 The Treasury Department made the temporary regulations effective for tax years beginning after April 21, 1993. The proposed rules will
not become effective until issued either as temporary or final regulations. The IRS
expects to issue final regulations regarding the "profit split" method and the penalty provisions by the end of 1993.
The new temporary regulations concerning transfers of property are similar to the
final regulations they replace. Most significantly, the temporary regulations return
to the arm's length standard, abandoned by the 1992 proposed regulations?2 5Although

the temporary regulations apply the same basic approach to analyzing controlled
transactions, they contain more detailed guidelines than the existing final regulations.
In addition, the temporary regulations eliminate the strict priority system governing
the alternative methods of analyzing transfer pricing. Both the former final regulations
and the 1992 proposed regulations involved a hierarchy of methods. 26 In place of this
system the temporary regulations institute a "best method rule."27 This rule provides

that the arm's length price for a controlled transaction will be determined under the
method that indicates the "most accurate measure" of an arm's length result.
The best method rule is a pragmatic test, which requires careful examination of
the facts and circumstances underlying the transaction. The IRS must determine,
under the particular facts, which of the alternative methods best fits the controlled
transaction. The regulations provide that the factors to be considered in selecting the
"best" method include: (1) the completeness and accuracy of the data used to apply

each method; (2) the degree of comparability between controlled and uncontrolled
transactions; and (3) the number, magnitude, and accuracy of the adjustments required to apply each method. The most important of these factors is comparability. 28
2. The Arm's Length Standard
The arm's length character of controlled transactions is tested by comparing the

results of the transaction with the results of' comparable transactions under compa24. Id. at 5304.
25. Temp. Treas. Reg. § 1.482-IT(b)(1) (1993) provides that "[i]n determining the true taxable
income of a controlled taxpayer, the standard to be applied in every case is that of a taxpayer dealing
at arm's length with an uncontrolled taxpayer."
26. The final regulations provided four alternative methods to determine whether a related party
transaction met the arm's length standard. These methods, in order of priority, were as follows: (1)
the comparable uncontrolled price method; (2) the resale price method; (3) the cost plus method; and
(4) "other reasonable methods." Treas. Reg. § 1.482-2 (1969). This hierarchy resembles that in the
Customs Value Statute, 19 U.S.C. § 1401a(a)(1) (1988), which provides the following alternative
valuation methods, in order of priority: (1) the transaction value of the merchandise at issue; (2) the
transaction value of identical merchandise; (3) the transaction value of similar merchandise; (4) the
deductive value of the merchandise or similar merchandise; (5) the computed value of the merchandise
or similar merchandise; and (6) an alternative valuation method.
27. Temp. Treas. Reg. § 1.482-IT(b)(2) (1993) sets forth the "best method rule," whichprovides
that the "arm's length result of a controlled transaction must be determined under the method that
provides the most accurate measure of an arm's length result under the facts and circumstances of
the transaction under review."
28. Id.
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rable circumstances," which involve uncontrolled taxpayers.29 In determining
comparability the regulations go beyond the type of product involved, stating that
two transactions involving "identical products" may not be sufficiently comparable if the relevant functions, risks, and other factors described in the regulations are
different.a° On the other hand, the regulations state that an uncontrolled transaction
"need not be identical or exactly comparable," but must only be sufficiently similar
that it provides a "reasonable and reliable bench mark" for determining whether
the controlled transaction led to an arm's length result. 3'
The temporary regulations set forth five primary considerations for determining
the level of comparability between controlled and uncontrolled transactions.32
Specifically, the regulations provide the following factors:
(a) Functional Analysis-Essentially, this requires the identification and comparison of the "economically significant activities" undertaken by the taxpayers in the transactions being compared. The functions requiring analysis
vary from transaction to transaction, but may include the following: research
and development, product design and engineering, manufacturing or process engineering, marketing and distribution, transportation and warehous33
ing, accounting and finance, and personnel management services.
(b) Analysis of Risk-This factor normally requires a two-step analysis. First,
the IRS must determine which controlled taxpayer bears the risks associated
with the transaction and whether the income earned by that taxpayer is
commensurate with the risk assumed. Second, the IRS must determine
whether the risks borne by the controlled taxpayer compare to those borne
by the uncontrolled taxpayer.34
(c) Analysis of Contractual Terms-This requires a comparison of the significant contractual terms in the transactions being compared. The key terms
include the form of consideration paid, the financing arrangements, the
volume of products purchased and sold, the contract duration or time period, and the presence of warranties.35
(d) General Economic Conditions-This involves a comprehensive analysis of
the economic factors that could affect the prices charged under the two
transactions. These factors include the alternatives, if any, available to the
buyers and sellers, the similarity of the geographic markets involved, the
relative size of the two markets, the relative market shares of the respective
parties, and the extent of competition in each market.36

29.
30.
31.
32.
33.
34.
35.
36.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

§
§
§
§
§
§
§
§

1.482-IT(b).
1.482-1T(c)(1).
1.482-1T(c)(2)(i).
1.482-1T(c)(1).
1.482-1T(c)(3)(i).
1.482-1T(c)(3)(ii).
1.482-1T(c)(3)(iii).
1.482-1T(c)(3)(iv).
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(e) Property or Services-The determination of whether controlled and uncontrolled transactions are sufficiently comparable requires comparison of the
property or services transferred in the transactions. The degree of similarity
required will depend upon the comparison method applied.37
3. Safe Harbor Provision
The temporary regulations also contain a "safe harbor" provision under
which certain taxpayers can avoid IRC § 482 allocations by the IRS. Specifically, the regulations provide an exception for taxpayers with less than $10
million in sales revenue . 3 To qualify, the taxpayer must be a "U.S. person"
engaging in cross-border transactions with a foreign controlled taxpayer and
39
having less than $10 million in sales revenue for the taxable year at issue.
A cross-border controlled transaction is defined as a transaction in which
"property or services are transferred either to or from the United States by a
controlled taxpayer. "40 For purposes of the limitation the sales revenue of all
foreign controlled taxpayers with which the U.S. person engaged in crossborder transactions must be aggregated. 4'
Second, the regulations require that the eligible taxpayer must make an election
to apply the appropriate profit level indicator42 by attaching a written statement
to a timely filed U.S. income tax return for the relevant tax year. Such an election
may only be revoked with the consent of the IRS. Significantly, the IRS may deny
relief under the safe harbor provision, if the taxpayer has "engaged in a pattern
of transactions" designed to abuse the provision.43
4. Advance Pricing Agreements
An advance pricing agreement is a document that sets forth in detail the methodology under which a company establishes transfer prices for transactions involving
related foreign entities. Generally, an advance pricing agreement will be a threeway contract between the taxpayer, the IRS, and the relevant agency of the foreign
country in which the involved related parties are located. An advance pricing
37. Id. § 1.482-1T(c)(3)(v).
38. For purposes of the safe harbor provision the IRS determines "sales revenue" in accordance
with id. § 1.482-5T(f)(l), which defines the term to include "total receipts from sale of goods and
the providing of services, less discounts and returns." In calculating sales revenue the regulations
provide that "[accounting principles and conventions that are generally accepted in the trade or
industry of the controlled taxpayer under review must be used." Id.
39. Id. § 1.482-1T(f)(1)(ii)(B).
40. Id.
41. Id. § 1.482-1T(f)(l)(iii).
42. "Profit level indicators" are financial ratios that measure the relationships among profits,
costs incurred, and resources employed in a given business activity. Id. § 1.482-5T(e). The IRS would
determine an "appropriate" profit level indicator by reference to uncontrolled entities deemed to be
comparable to the taxpayer. This article addresses the selection of profit level indicators in some detail
in the discussion of the "comparable profits method." See infra notes 92-105 and related text.
43. Temp. Treas. Reg. § 1.482-1T(f)(1993).
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agreement attempts to establish arm's length prices acceptable to both the IRS
and the foreign jurisdiction. The IRS introduced the concept in 1991.4
The new temporary regulations do not address advance pricing agreements in
any detail. However, the preamble to the regulations states that "the principle of
advance pricing agreements continues to be an integral component of the Service's
overall [IRC § 482] compliance effort." 45 The preamble provides further that
"[w]here an advance pricing agreement is in effect, an allocation under [IRC §
482] is permitted only to the extent provided in the agreement."46 Accordingly,
the IRS is continuing to encourage the use of advanced pricing agreements.
Adopting and implementing an advance pricing agreement is a difficult process.
A taxpayer must propose a transfer pricing method and demonstrate that such
method produces an arm's length result between the taxpayer and the involved
related parties. Consequently, a request for an agreement must be supported by
pricing data from independent transactions. The involved information is similar
to that which a taxpayer would have to produce in a transfer pricing audit by the
IRS. In addition, the taxpayer must file an annual report with the IRS explaining
how it has complied with the agreement. Clearly, requesting an advance pricing
agreement is a highly involved process, which a taxpayer should attempt only
after thoroughly analyzing its transfer pricing policies.
5. ForeignLegal Restrictions
Foreign legal restrictions may prevent a taxpayer from making an allocation
required by the IRS pursuant to IRC § 482. The new proposed regulations contain
a general rule that IRC § 482 allocations will be made without regard to legal
restrictions preventing actual receipt of the income allocated.47 The regulations
48
provide an exception, however, for certain "applicable legal restrictions.",
Specifically, no allocation will be made if the taxpayer demonstrates that the
pricing involved was at arm's length, under either the comparable uncontrolled
price test (for tangible assets) or the comparable uncontrolled transaction test (for
intangible assets). 49
If the taxpayer cannot demonstrate that its transfer pricing meets either of the
required tests, the taxpayer may have the option of deferring the adjustment.
Under the proposed regulations the taxpayer must meet four requirements in
order to make the deferral election: (1) the foreign restriction must be publicly
promulgated and applied to all similarly situated taxpayers; (2) the taxpayer must
have exhausted all remedies for obtaining a waiver of the restriction; (3) the
44. See Rev. Proc. 91-22, 1991-1 C.B. 526.
45. 58 Fed. Reg. 5263, 5270-71 (1993).
46. Id. at 5271.
47. Prop. Temp. Treas. Reg. § 1.482-IT(f)(2), 58 Fed. Reg. 5310 (1993).
48. Id.
49. These two tests are described in detail in the discussions regarding the transfer of tangible
and intangible property, respectively, infra text parts I.B. 1 & I.D. 1.
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restriction must have prevented payment or receipt of the arm's length amount
that would otherwise be required under IRC § 482; and (4) the related parties
subject to the restriction must not have engaged in any transaction that had the
effect of circumventing the restriction." If a taxpayer is eligible for and elects
deferral, the taxpayer must also defer any related deductions or credits.

B.

TRANSFER PRICING METHODS

The temporary regulations address both transfers of tangible and intangible
property. However, because this article is intended to focus on those rules most
relevant to attorneys involved with the customs law implications of importing
tangible merchandise, it does not describe the transfer pricing rules for intangible
property. Instead, the following five methods of analyzing transfers of tangible
property are discussed in detail: (1) the comparable uncontrolled price method;
(2) the resale price method; (3) the cost plus method; (4) the comparable profits
method, which is potentially applicable to transfers of both tangible and intangible
property transfers; and (5) "other" methods. The first three methods carry over
from the existing final regulations. Essentially, the temporary regulations simply
provide additional guidelines for the application of these methods.
Under U.S. customs valuation law, transaction value (that is, the invoice price
with certain adjustments) is the primary basis for determining the dutiable value
of imported merchandise. 5' With respect to importations involving independent
parties, Customs generally accepts transaction value for duty purposes without
scrutiny. In related party transactions, however, Customs often challenges the
use of transaction value. In order to use transaction value, the importer must then
be able to demonstrate that either: (1) the relationship between the buyer and
seller did not influence the price actually paid or payable; or (2) the transaction
value of the imported merchandise closely approximates one of several test values. 52 These test values are somewhat analogous to the first three methods for
testing related party transfer prices under IRC § 482, discussed below.
1. Comparable Uncontrolled Price Method
Under this method the arm's length price for a controlled sale of tangible
property equals the price paid in a "comparable uncontrolled transaction." 53In
50. Prop. Temp. Treas. Reg. § 1.482-IT(f)(2), 58 Fed. Reg. 5310 (1993).
51. The transaction value of imported merchandise is defined as "the price actually paid or
payable for the merchandise when sold for exportation to the United States" plus certain additions,
e.g., packing costs, selling commissions, etc. 19 U.S.C. § 1401a(b)(1) (1988).
52. Id. § 1401a(b)(2)(B) provides as follows:
The transaction value between a related buyer and seller is acceptable for the purposes of this subsection if an
examination of the circumstances of the sale of the imported merchandise indicates that the relationship between
such buyer and seller did not influence the price actually paid or payable; or if the transaction value of the imported
merchandise closely approximates(i) the transaction value of identical merchandise,
or of similar merchandise, in sales to unrelated
buyersin the
United States; or

(ii) the deductive value or computed value for identical merchandise or similar merchandise....

53. Temp. Treas. Reg. § 1.482-3T(b) (1993).
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order to qualify, the property and circumstances of the uncontrolled transaction
must be "substantially the same" as those in the controlled transaction. If the
IRS deems the differences to be "material," this method cannot be used to
evaluate the controlled transfer price. Comparability factors listed in the regulation include: (1) product quality; (2) sales volume; (3) the level of the market
(for example, wholesale or retail); (4) the geographic market; (5) the dates
of the transactions; (6) the alternative commercial arrangements realistically
available to the buyer and seller; and (7) the intangibles, if any, associated
with the sale.- 4 The examples in the regulations indicate that this method does
not apply when a material difference exists, even if the effect of such difference
on the transaction can be quantified. Rather than allow an adjustment for an
ascertainable material difference, the regulations require the use of another
method in such circumstances.
The regulations distinguish between "minor" and "material" differences
in the transactions under comparison. Although material differences prevent
the taxpayer from using the comparable uncontrolled price method, minor
differences do not, provided that the taxpayer can ascertain the effect on price.
The examples provided in the regulations indicate that the following differences, if quantifiable, do not prevent the taxpayer from using this method:
(1) differences in transportation and insurance charges; (2) minor physical
differences in the product; (3) differences in warranty obligations; and (4)
differences in sales volume.
The comparable uncontrolled price method is somewhat similar to the first of
the test value methods for evaluating related party transfer prices under customs
law. Customs permits the use transaction value when the price declared by the
importer closely approximates "the transaction value of identical merchandise,
56
or of similar merchandise, in sales to unrelated buyers in the United States."
Where no sales of identical merchandise exist, the parties must look at a variety
of factors to identify unrelated transactions that are sufficiently "similar. '""
Accordingly, under both customs valuation law and IRC § 482, the transfer price
is evaluated by reference to comparable transactions with unrelated buyers to
ensure that it approximates an arm's length amount. The customs valuation statute

54.
55.
56.
57.

means-

Id.
Id.
Id.
19 U.S.C. § 1401a(h)(4) (1988) provides, in relevant part, that "similar merchandise"
(A) merchandise that(i) was produced in the same country and by thesame person as the merchandise being appraised,
(ii) is like the merchandise being appraised in characteristics and component material, and
(iii) is commercially interchangeable with the merchandise being appraised; or
(B) if merchandise meeting the requirements under subparagraph (A) cannot be found... merchandise that(i) was produced in the same country as, but not produced by the same person as, the merchandise being
appraised, and
(ii) meets the requirements set forth in subparagraph (A)(ii) and (iii).

VOL. 28, NO. I

RELATED PARTY TRANSACTIONS

121

defines the terms "identical merchandise" 58 and "similar merchandise." 59 In
addition, the customs regulations provide limited guidelines regarding the identification of comparable independent transactions.6 ° Although not legally authoritative under customs law, the general factors of comparability provided in the IRC
§ 482 regulations 6' and the specific factors under the comparable uncontrolled
price method62 may offer helpful guidelines.
2. Resale Price Method

Under the resale price method, the IRS evaluates a controlled transaction by
comparing the gross profit margin realized by the tested party to the margins
earned in comparable uncontrolled transactions.63 The taxpayer typically uses this
method in cases involving the purchase and resale of tangible property by a
distributor that has not added substantial value to the goods by either physically
altering them before resale or through the use of intangible property.' For this
purpose, packaging, labelling, or minor assembly operations do not constitute
physical alterations.65 Under this method the IRS determines whether a controlled
price meets the arm's length standard indirectly, by taking the resale price and
subtracting an "appropriate gross profit.' 66 The IRS may use the resale price of
the actual property involved in the controlled transaction or may determine the
price based on comparable resales of the same property.67
In order to determine the appropriate gross profit, the IRS must first identify
comparable uncontrolled transactions from which it derives the appropriate gross
profit margin. If the controlled party engages in comparable purchases and resales
with independent parties, the gross profit margin should be calculated using such
sales. Where the controlled party does conduct transactions with independent
parties, the appropriate gross profit margin may be obtained from comparable
58. Id. § 1401a(h)(2) provides, in relevant part, that the term "identical merchandise" means(A) merchandise that is identical in all respects to, and was produced in the same country and by the same person
as, the merchandise being appraised; or
(B) if merchandise meeting the requirements under subparagraph (A) cannot be found... merchandise that is
identical in all respects to, and was produced in the same country as, but not produced by the same person
as, the merchandise being appraised.

59. For a definition of the term "similar merchandise" under the Customs valuation statute, see
supra note 57.

60. 9 C.F.R. § 152.104 (1993) provides guidelines for determining the transaction value of
identical or similar merchandise. Although limited in scope, these guidelines may be helpful in
identifying comparable independent transactions by which to test the transaction value paid between
related parties.
61. For a discussion of the general factors of comparability under the temporary IRC § 482
regulations, see supra notes 32-37 and related text.
62. For a discussion of the comparability factors applicable to the comparable uncontrolled price
method under the temporary IRC § 482 regulations, see supra note 54 and related text.
63. Id. § 1.482-3T(c)(1).
64. Id.
65. Id.
66. Id. § 1.482-3T(c)(2)(i).
67. Id. § 1.482-3T(c)(2)(ii).
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uncontrolled transactions of other distributors.68 Comparability is determined by
reference to the basic factors provided in the temporary regulations, for example,
functions, risks, or contractual terms. 69 In addition, the regulations provide the
following specific factors: (1) inventory levels and turnover rates; (2) the scope
of and terms of warranties provided; (3) sales, marketing, advertising programs,
and services; (4) sales volume; (5) the level of the market (for example, wholesale
or retail); (6) foreign currency risks; and (7) credit and payment terms. 70 Significantly, differences between controlled and uncontrolled transactions will not
prevent the use of the resale price method. Instead, if these adjustments can be
quantified, the IRS may apply the resale price method after making appropriate
adjustments in the gross profit margins used to reflect such differences.
The valuation method under customs law that most closely approximates the
resale price method is known as deductive value. Essentially, the deductive value
of imported merchandise is determined by deducting from the U.S. resale price,
profit and general expenses associated with U.S. sale, freight incurred to deliver
the merchandise to the United States, duties paid upon importation, and certain
other costs. 71 In using deductive value to test a related party transfer price, Customs may look to either the identical merchandise at issue in the transaction or
similar merchandise.72 As under the resale price method, the preferred test value
is one calculated using the actual merchandise at issue in the controlled transaction.
If no such sales are available, Customs will look to comparable transactions.
Other than defining the term "similar merchandise,- 7 3 the customs regulations
do not provide guidelines for identifying comparable transactions under deductive
value. Consequently, the general comparability factors7 4and the specific guideline
provided for the resale price method 75 in the IRC § 482 regulations may be useful
when comparing alternative deductive values under customs law.
68. Id. § 1.482-3T(c)(2)(iii).
69. See id. § 1.482-1T(c)(3).
70. Id. § 1.482-3T(c)(3)(ii).
71. 19 U.S.C. § 1401a(d)(3)(A) (1988) provides that in calculating deductive value, the U.S.
resale price is reduced by the following:
(i) anycomsission usuallypaidor agreedto bepaid,or theaddition usuallymadefor profit andgeneralexpenses,
in connection with salesin the United Statesof imported merchandise that is of the sameclass or kind ...
as themerchandise concerned;
(ii) theactualcostsand associated
costsof transportation
and insurance
incurredwith respectto international
shipments of the merchandise
concerned
from thecountry of exportation to the United States;
(iii) theusualcostsandassociated
costsof transportation
andinsurance
incurred
with respectto shipments
of such
merchandise
from theplaceof importation to theplaceof delivery in the United States...
;
(iv) thecustoms
dutiesandotherFederaltaxescurrently payableon themerchandise
concerned byreasonof its
importation... ;and
(v) ... the value addedby theprocessing
of themerchandise
after importation ....

72. Id. § 1401a(d)(1) provides that for purposes of determining deductive value, "the term
merchandise concerned' means the merchandise being appraised, identical merchandise, or similar
merchandise. "
73. See supra note 57.
74. For a discussion of the general comparability factors under the temporary IRC § 482 regulations, see supra notes 32-37 and related text.
75. For a discussion of the specific comparability factors in the IRC § 482 temporary regulations
that involve the resale price method, see supra note 70 and related text.
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3. Cost Plus Method
While the resale price method is generally appropriate only for distributors,
the cost plus method is ordinarily used where one of the parties to a controlled
transaction is a manufacturer or an assembler of merchandise.76 Under this
method, the IRS deems that the arm's length price for a controlled transfer of
tangible property is the controlled taxpayer's cost of producing the property plus
a reasonable profit.77 The profit is calculated by multiplying the total production
costs by an "appropriate" profit mark up. 78 The appropriate mark up is determined by reference to comparable uncontrolled transactions.79 As under the resale
price method, the IRC § 482 regulations state that the mark up on the controlled
taxpayer's own sales to independent parties should be used "whenever possible. "8 In situations where no such transactions exist, the gross profit may be
determined based upon comparable uncontrolled sales of other manufacturers or
assemblers."
In determining whether a given uncontrolled transaction is comparable, the IRS
will apply the general standards of comparability, for example, functions, risks,
or contractual terms. 82 As stated in the IRC § 482 regulations, the IRS considers a
producer's gross profit to be compensation for the business functions the producer
performs, as well as a reward for the producer's capital investment and assumption
of risks. 83 Because the cost plus method focuses on economic activities, rather
than property, close physical similarity of the merchandise involved in the controlled and uncontrolled transactions is generally not required for comparability . 8
The regulations provide, however, that the controlled and uncontrolled transactions would "ordinarily" involve products within the same categories, for example, consumer electronics or pharmaceuticals. 85
The cost plus method contemplates adjustments for differences between controlled and uncontrolled transactions. For this purpose the IRS will look at the
general comparability factors. In addition, it considers the following factors: (1)
the complexity of the manufacturing or assembly operations; (2) manufacturing,
production, and process engineering; (3) procurement, purchasing, and inventory
control activities; (4) testing functions; (5) selling, general, and administrative
6
expenses; (6) foreign currency risks; and (7) credit and payment terms.8
"Computed value" is the customs valuation law counterpart to the cost plus
76.
77.
78.
79.
80.
81.
82.

Temp. Treas. Reg. § 1.482-3T(d)(1) (1993).
Id. § 1.482-3T(d)(2)(i).
Id.
Id. § 1.482-3T(d)(2)(ii).
Id.
Id.
See id.§ 1.482-1T(c)(3).

83. Id. § 1.482-3T(d)(3).

84. Id.
85. Id.
86. Id.§ 1.482-3T(d)(3)(ii).
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method under IRC § 482. The computed value of imported merchandise is the
sum of the cost or value of its components, materials, and processing costs,
increased by an amount for profit and general expenses."' Essentially, in order
for the transaction value declared in a related party transaction to be acceptable
under this method, the seller must recover all of its production costs and general
expenses as well as earn a reasonable profit. The profit and general expenses
included in the calculation must be consistent with those usually reflected in sales
of merchandise of the same class or kind as the merchandise involved in the tested
transaction. 88 Consequently, if Customs determines that the producer's profits
and general expenses are not in line with the industry standard, it may adjust the
computed value. If the tested transaction value is significantly lower than the
adjusted computed value, Customs will generally reject the use transaction value
and apply the higher computed value when calculating duties. The customs regulations provide very limited instructions for identifying comparable transactions
from which to determine a range of reasonable general expenses and profits. 89
Thus, the general guidelines9° and the specific factors provided for the cost plus
method9' in the IRC § 482 regulations may be useful.
4. Comparable Profits Method
The comparable profits method evaluates controlled prices by determining
whether or not they fall within an acceptable range. The bench mark range is
calculated by applying objective measures of profitability, known as "profit level
indicators.' '92 The applicable profit level indicators depend upon the type of
business activities engaged in by the controlled taxpayers. 93 The "tested party"
is ordinarily a participant in a controlled transaction that does not use valuable,

87. 19 U.S.C. § 1401a(e) (1988) provides as follows:
(1)The computed
valueof importedmerchandise is thesumof(A) the costor valueof thematerials and thefabrication andotherprocessing
of any kind employedin the
production
of the importedmerchandise;
(B) an amountfor profit and general expenses
equal to that usually reflected insalesof merchandise of the
sameclassor kind astheimported
merchandise
thataremadeby theproducers
in thecountry of exportation
for export to the United States;
(C) any assist,if its valueis notincludedundersubparagraph
(A) or (B); and
(D) the packingcosts.

88. Id. § 140la(e)(2)(B) provides that the amount for profit and general expenses
shallbebasedupontheproducer'sprofits andexpenses,
unless
the producer's profits andexpenses
areinconsistent
with thoseusuallyreflectedin salesof merchandise
of the same classor kind astheimportedmerchandise
thatare
madeby producers
in the country of exportation for exportto theUnited States,in which casetheamount...
shallbebased
ontheusualprofit andgeneralexpensesof suchproducers
in suchsales,asdetermined
from sufficient
information.

89. 19 C.F.R. § 152.106(e) (1993) provides limited guidelines for determining whether or not

merchandise is of the "same class or kind" for purposes of determining the "usual profit and general
expenses."
90. For a discussion of the general comparability guidelines provided in the temporary IRC
§ 482 regulations, see supra notes 32-37 and related text.
91. For a discussion of the comparability factors provided in the temporary IRC § 482 regulations
that involve the cost plus method, see supra note 86 and related text.
92. Temp. Treas. Reg. § 1.482-5T(a) (1993).

93. Id.
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nonroutine intangibles.94 The tested party need not be the taxpayer under examination.
The comparable profits method is based upon on the concept that similarly
situated taxpayers will tend to earn similar returns on the same types of business
activity over a reasonable period of time. The regulations do not require that the
tested and uncontrolled taxpayers deal in the same products or perform precisely
the same economic functions. 95 However, the regulations do provide that the
closer the involved transactions are in economic substance, the more reliable the
measure of the arm's length result.9 Consequently, the degree of comparability
between the parties will affect the size of the arm's length range.
The IRS determines an arm's length range of results based upon the amount
of profit that the tested party would have earned if its profit level indicators were
equivalent to those of the uncontrolled taxpayers (constructive operating profit)
engaging in similar transactions.97 The IRS calculates constructive operating profit
by measuring the profit level indicators of uncontrolled taxpayers and applying
those indicators to the financial data of the tested party. To avoid the skewing
effect of cyclical business activity, the regulations require that the profit level
indicators be calculated over a significant period of time, generally the taxable
year under review and the preceding two taxable years. 98
For a transfer price evaluated under this method to be acceptable to the IRS,
the price must generate a profit for the controlled taxpayer that falls within the
arm's length range. The size of this range is dependent primarily upon the degree
to which the controlled taxpayer and the comparable parties are similar. 99 If the
taxpayer and the independent parties are sufficiently similar, the arm's length
range will include all of the profit levels realized by the independent parties."
If not, the regulations prescribe a fixed middle range, calculated by arranging the
profit levels from lowest to highest and eliminating those that fall below the

94. The preamble to the temporary regulations provides that the term "nonroutine intangible"
has "not been defined because it has not been possible to formulate an acceptably precise definition."
58 Fed. Reg. 5263, 5268 (1993). The preamble does state, however, that the term means "intangible
property that is central to the conduct of a business activity and without which the business activity
could not be conducted." Id. The preamble goes on to clarify that:
It normally would be expected
that suchpropertyis uniqueor nearlyunique,thatits useor application is very
valuable,andthatthcreconsequently
wouldnotbeexamples
of substantially
similar transactions between
unrelated
parties. Examplesof suchan intangiblewould be a composition
of matterpatent for a pharmaceutical, or a
manufacturing
intangible without which a particular productcould notbe produced.
The termwould notinclude
intangible propertythat is a normal resultof conducting
a business,
suchas manufacturing
economies
resulting
from protracted manufacturing operations,
or intangible propertyfor which there maybeacceptable
substitutes
availablein themarketplace
at a comparable
price.

Id.
95. Temp. Treas. Reg. § 1.482-5T(c)(1) (1993).
96. Id.

97.
98.
99.
100.

Id. § 1.482-5T(d)(l).
Id.
Id. § 1.482-5T(d)(2).
Id. § 1.482-5T(d)(2)(i).
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twenty-fifth and above the seventy-fifth percentiles.' 0' The regulations, however,

provide for flexibility if another statistically verifiable method for determining
the range is presented.102

There are several options for selecting profit level indicators, which are essentially financial ratios.' 03 Selection of the appropriate indicator depends upon a
number of factors, including: (1) The business activities performed by the tested
party; (2) the ability to obtain and verify data regarding comparable uncontrolled
parties; and (3) the likelihood that a given profit level indicator will provide a
realistic estimate of the income the tested party would have earned in an arm's
length transaction with the controlled taxpayers.'04 The regulations provide examples of a number of specific profit level indicators to apply. 05
5. Other Methods
The regulations provide that when neither the comparable uncontrolled price,

resale price, nor cost plus method can be reasonably applied under the facts and
circumstances, "another method" may be used to determine the arm's length

consideration for the controlled transaction.l°6 The regulations state that any
such method used must apply the arm's length standard and follow the general

guidelines for comparability of controlled and uncontrolled transactions.' 07 Accordingly, the method must evaluate the transfer price relative to a comparable
"arm's length" transaction between uncontrolled parties. The regulations also
set forth specific conditions for the use of other methods by a taxpayer.0 8
The most frequent alternative used under this option is the profit split approach.
101. Id. § 1.482-5T(d)(2)(ii).
102. Id.
103. Id. § 1.482-5T(e).
104. Id.
105. The temporary IRC § 482 regulations provide the following as examples of applicable profit
level indicators:
(1) Rate of return on capital employed-This is the ratio of operating profit to operating assets. This
method is appropriate for tested parties that have significant physical assets and working capital,
which are used in taxpayer's business activities. Id. § 1.482-5T(e)(1).
(2) Financial Ratios-These ratios include various relationships between profits, costs, and revenue,
e.g., operating profit to sales or gross profit to operating expenses. Id. § 1.482-5T(e)(2).
(3) Other Profit Level Indicators-Other measures may be used, but "only when they provide reasonable indications of the income that the tested party would have earned had it dealt with uncontrolled
taxpayers at arm's length." Id. § 1.482-5T(e)(3).
106. Id. § 1.482-3T(e)(l).
107. See id. §§ 1.482-IT(b)(1), (c)(3).
108. The temporary IRC § 482 regulations provide that a taxpayer may use alternative methods
to establish the arm's length consideration for a controlled transaction only if the taxpayer: (1)
Discloses the use of such method by attaching an appropriate disclosure statement to a timely filed
U.S. income tax return for the taxable year of the controlled transaction (Id. § 1.482-3T(e)(2)(i));
(2) prepares contemporaneous supporting documentation setting forth the specific method adopted,
including an analysis of why the method used provides the most accurate measure of an arm's length
price, with data supporting its application (Id. § 1.482-3T(e)(2)(ii)); and (3) furnishes the relevant
supporting documentation to the IRS within thirty days of a written request (Id. § 1.482-3T(e)(2)(iii)).
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Under this method the IRS divides the total profit allocable to the involved transactions between the related parties according to their respective contributions. Under

the proposed regulations the taxpayer may use a new profit split method applicable
to both tangible and intangible property. A taxpayer may apply the proposed
method only if the involved controlled taxpayers own valuable, nonroutine, selfdeveloped intangibles, which contribute significantly to the relevant business

activity. 1
The new proposed regulations on profit splits significantly expand the situations

under which profit splits may be used as an arm's length test for transaction
value.110 Essentially, under this method, the IRS determines an arm's length return
by comparing the relative economic contributions of the parties to a transaction,
and then dividing the profits among the parties on the basis of their respective
contributions. This approach is unique in that it often relies upon data from the

controlled taxpayer without comparison to uncontrolled transactions. Although
it potentially applies to both tangible and intangible property, a taxpayer may use
the profit split method described in the proposed regulations only if both controlled
taxpayers own valuable, nonroutine, self-developed intangibles,' and such assets
contribute significantly to the combined income derived from the relevant business
activity. "2 In addition to the nonroutine intangible asset requirement, the taxpayer
must comply with certain
procedural requirements in order to use any of the new
3

profit split methods. "

If the procedural requirements for applying the profit split method are met, the

taxpayer has the following allocation options:
(a) Residual allocation rule-Under this approach, the relative economic contributions of the parties to the controlled transaction are analyzed in a
two-step process. " 4 First of all, the controlled parties are assigned a portion
109. See supra note 89.
110. Prop. Temp. Treas. Reg. § 1.482-6T(a), 58 Fed. Reg. 5313 (1993). Until the proposed
regulations become final or are converted to temporary regulations, profit splits are available, but
only as an "other" method of determining an arm's length price.
111. For a discussion of the term "nonroutine intangible," see supra note 94.
112. Prop. Temp. Treas. Reg. § 1.482-6T(b), 58 Fed. Reg. 5313.
113. Id. § 1.482-6T(d), 58 Fed. Reg. at 5313. Under the proposed IRC § 482 regulations, in order
to apply any of the new profit split methods, the taxpayer must:
(1) make an election to apply the profit split method on a timely filed tax return; the election will
then apply to that tax year and all subsequent years and may be revoked only with the consent
of the IRS (Id. § 1.482-6T(d)(1), 58 Fed. Reg. at 5315);
(2) prove and document to the satisfaction of the IRS the total combined profit or loss attributable
to the involved business activities and demonstrate that the profit split method provides the most
accurate measure of an arm's length result (Id. § 1.482-6T(d)(2)(i), 58 Fed. Reg. at 5315);
(3) have executed a written pricing agreement describing the involved business activity and the
specific allocation method before making an election on its tax return (Id. § 1.482-6T(2)(ii), 58
Fed. Reg. at 5315); and
(4) ensure that the particular allocation method selected is consistently applied by all parties to the
agreement from year to year (Id. § 1.482-6T(d)(2)(iii), 58 Fed. Reg. at 5315).
114. Id. § 1.482-6T(c)(2), 58 Fed. Reg. at 5313.
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of the total income from the transaction, based upon their relative economic
contributions, other than those arising from the use of "valuable, nonroutine intangibles." "5 The IRS requires a functional analysis to identify such
contributions, based upon the actions performed, resources employed, and
risks assumed by each of the parties to the transaction. The assigned return
from such economic contributions must be consistent with the returns realized by uncontrolled parties taking part in similar economic activities." 6
The second step under this method requires the parties to divide the residual
profit among themselves based upon the relative value oftheir contributions
of nonroutine intangible property to the business activity." 7 The second
stage allocation is made because the residual profit is deemed to arise from
such intangible assets, rather than the functional economic contributions of
the parties.
(b) Capital employed allocation rule-Under this rule, the profits (or losses)
from the involved transaction are allocated based upon the share of productive capital (operating assets plus intangibles) owned and used by each
party." 8 This rule may be used only if the capital of the involved parties
is at similar risk in the transaction. "9Once it is determined that the level
of risk is sufficiently similar, the combined income of the parties is divided
in order to assign an equal return to each controlled taxpayer's employed
capital.' 20 The capital employed equals the book or fair market value of all
operating assets and intangible property employed in the relevant business
activity.
(c) Comparable profit split rule-This method allocates the profits between the
parties to the controlled transaction by reference to uncontrolled taxpayers
engaging in comparable (in terms of functions, markets, intangible assets,
risk, and the like) transactions involving similar business activities. '' This
method requires that all of the uncontrolled taxpayers used to derive the
test values be functionally comparable to one of the controlled parties. 122
Accordingly, the controlled and uncontrolled taxpayers must have similar
functions, risks, contractual terms, and economic conditions, and conduct
businesses involving similar property or services. Further, this method
must not be used unless reliable financial data are available regarding
the business activities of the uncontrolled taxpayers. 23 Once sufficiently

115.
116.
117.
118.
119.
120.
121.
122.
123.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

§ 1.482-6T(c)(2)(i), 58 Fed. Reg. at 5313.
§ 1.482-6T(c)(2)(ii), 58 Fed. Reg. at 5313.
§ 1.482-6T(c)(3)(i), 58 Fed. Reg. at 5314.
§ 1.482-6T(c)(4), 58 Fed. Reg. at 5315.
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comparable uncontrolled parties are identified, their portion of the combined operating profit or loss is calculated and used as a bench mark for
the controlled transaction. 24 The controlled transfer price meets the arm's
length standard if the parties realize profits similar to those of the parties
in the comparable independent transactions.
(d) Other profit splits-If the information required to apply one of the above
three methods is not available, the IRS may permit the use of other profit
split methods.' 25 Such methods will be permitted only if the taxpayer can
demonstrate to the satisfaction of the IRS that they provide an "economically valid basis"
for allocating the total profit or loss among the controlled
26
taxpayers. 1
II. Internal Revenue Code Section 1059A
Many importers incorrectly believe that tax and customs benefits usually conflict. This belief arises primarily from misunderstandings regarding the application of IRC § 1059A. 2 7 Congress added IRC § 1059A to the tax code as part of
the Tax Reform Act of 1986.12' The impetus for this provision was a perception
that, in related party transactions, some importers were assigning a low value to
imported merchandise for duty purposes, while inflating the value when determining tax basis. Congress was concerned that such importers were reducing their
duty liability without a corresponding reduction in tax basis. The legislative
history underlying IRC § 1059A indicates that Congress acknowledged, and did
29
not intend to alter, the differences between customs and tax valuation rules.
Accordingly, Congress merely intended IRC § 1059A to help prevent the illegal
manipulation of tax and customs values in related party transactions. Many importers, however, erroneously interpret IRC § 1059A to require that the tax basis and
customs value of imported merchandise be equal.
The widespread perception that IRC § 1059A limits a taxpayer's tax basis in
inventory imported from a related party to the value declared for customs purposes
stems from the language of the statute. Section 1059A provides that the costs
"taken into account in computing the basis for inventory cost" of merchandise
imported in a transaction between related parties "shall not ...be greater than
124. Id.
125. Id. § 1.482-6T(c)(5), 58 Fed. Reg. at 5315.
126. Id.
127. I.R.C. § 1059A (1988).
128. IRC § 1059A was added by § 1248(a) of the Tax Reform Act of 1986, Pub. L. No. 99-514.
129. The Senate report provides that "[aippropriate adjustments may be made in applying the rule
in cases where customs pricing rules differ from appropriate tax rules-as, for example, with the
inclusion or exclusion of freight charges." S. REP.No. 313,99th Cong., 2d Sess. 419 (1986). Further,
the conference report states that "the conferees expect that the Secretary will provide rules for
coordinating customs and tax valuation principles, including provision for proper adjustments ...
where customs pricing rules may differ from appropriate tax valuation rules." H.R. CONF. REP.No.
841, 99th Cong., 2d Sess., Vol. II, at 656 (1986), reprinted in 1986 U.S.C.C.A.N. 4089, 4744.
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the amount of such costs taken into account in computing [the] customs value"
of such merchandise. 130 This language appears to limit the tax basis of inventory
imported from related parties to the value declared for customs purposes. However, the regulations underlying IRC § 1059A provide for adjustments to the
customs value of imported merchandise when calculating the basis limitation.
Specifically, the regulations provide that a taxpayer "may increase the customs
value of imported property by the amounts incurred by it and properly included
in inventory cost for... [a]ny... amounts... which are not properly includible
in customs value, and which
are appropriately included in the cost basis ... for
131
[inventory] purposes.'
The IRS has issued only one ruling involving IRC § 1059A. The ruling, in the
form of a Technical Advice Memorandum (which may not be used as precedent
by other taxpayers), clarified that the section permits differences between tax
basis and customs value. 32 The key stipulation is that any discrepancy must arise
from differences in tax and customs value law. The ruling involved merchandise
imported from a maquiladoraassembly operation in Mexico. The importer paid
numerous general and administrative expenses on behalf of the maquiladora.The
IRS noted that no authority existed under customs law for including such expenses
in the dutiable value of merchandise shipped from the maquiladorato the United
States. On the other hand, the expenses were properly allocated to inventory under
tax law. As a result, the IRS allowed the taxpayer to include such costs in its tax
basis, even though those costs were not included in the customs value of the same
merchandise.
Since the enactment of IRC § 1059A, many taxpayers have avoided taking
advantage of legitimate reductions in the dutiable value of merchandise imported
from related parties for fear of losing tax basis in such merchandise. As explained
above, a taxpayer can apply the differences between tax and customs valuation
principles to maximize both customs and tax benefits. Importers that have declared
higher dutiable values than legally required with the objective of preserving tax
basis should reconsider their position, possibly taking advantage of preferential
customs provisions without adversely affecting their tax position.

m. Conclusion
Most companies largely ignore customs issues in tax planning. Because duty
rates are generally much lower than tax rates, companies often view customs
considerations as relatively insignificant. However, even a typical 4 percent ad
valorem duty rate can significantly reduce, or even eliminate, profit margins on
the sale of imported merchandise. When importers properly structure transac-

130. I.R.C. § 1059A (1988).
131. Treas. Reg. § 1.1059A-1(c)(2) (as amended in 1992).
132. Tech. Adv. Mem. 93-01-002 (July 10, 1992).
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tions, they can often minimize dutiable value without a corresponding reduction
in the tax basis of imported merchandise. Consequently, importers can reduce
their duty liability without adversely affecting their tax position.
In order to work effectively with a client's tax advisors to coordinate planning
efforts with respect to transfer pricing for imports and exports, a customs attorney
must understand the client's underlying tax issues and concerns. Although customs attorneys should not be expected to know the intricacies of tax law, they will
find it helpful to have at least an understanding of basic tax principles such as
basis, accounting periods, realization, and taxable income. In addition, customs
attorneys should understand the major implications of the key IRC provisions that
affect transfer pricing. The most important of these provisions are IRC § § 482
and 1059A.
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